1 By providing access to credit to those otherwise denied a mortgage in the traditional prime market, the sub-prime market can enhance welfare by completing the mortgage market (Chinloy and MacDonald 2005). Sub-prime credit gives more households the opportunity to become homeowners, as well as providing better access to equity held in the home through refinances and second mortgages.
Despite the growth in sub-prime lending, little is known about the pricing of the sub-prime credit.
This chapter helps fill this gap by examining the determinants of interest rates charged to subprime mortgage borrowers.
The most unique characteristic of sub-prime mortgage lending is that it charges more than the prime mortgage market and the charges include a wide variety of prices (interest rates and fees). 2 The growth of the sub-prime mortgage market suggests that risk-based pricing is a viable method of lending in the mortgage market. Sub-prime has introduced into the mortgage market risk-based pricing by sorting borrowers into a dozens of categories, each with its own interest rate. Hence, sub-prime mortgage lenders can move further away from the traditional accept-reject decision, which dominates prime lending, closer to identifying the correct riskbased price for each potential borrower. In this chapter, we find that interest rates in the subprime mortgage market are strongly impacted by a complicated interaction of downpayment and borrower credit history. This is in contrast with the prime market where interest rates are primarily driven by downpayment, given that minimum credit history requirements are satisfied.
Background
The growth and maturation of sub-prime has been accompanied by lender consolidation and a change in the type of institution originating loans. IMF reports that the market share of the 
